BEFORE THE STATE TAX APPEAL BOARD

OF THE STATE OF MONTANA

SEAN M PATTEN,
DOCKET NO.: |T-2003-4

Appel | ant,

)

)

)

)
- vs- ) FACTUAL BACKGROUND,
) CONCLUSI ONS OF LAW
THE DEPARTMENT OF REVENUE )
)
)
)

OF THE STATE OF MONTANA,

ORDER and OPPORTUNI TY
FOR JUDI CI AL REVI EW

Respondent .

The above-entitled appeal was heard on April 13, 2004,
in the City of Bozeman, Montana, in accordance with an order
of the State Tax Appeal Board of the State of Montana (the
Board) . The notice of the hearing was duly given as
requi red by | aw

The taxpayer, Sean M Patten, presented testinmony in
support of the appeal. The Departnent of Revenue (DOR),
represented by Ms. Sylvia Headley, field auditor, Region 4,
M ssoul a, and Douglas Peterson, field audit mnager,
presented testinobny in opposition to the appeal. In
addition to testinony, exhibits were received in evidence.
M. Patten is the appellant in this proceeding and,
therefore, has the burden of proof. Based on the evidence,

this Board finds as foll ows:



STATEMENT OF THE | SSUE

The issue in this matter is whether the taxpayer should
be allowed to deduct |osses clainmed on his 1998 Montana
individual tax return, resulting from a South Dakota sub-
chapter S corporation. The DOR contends that the renta
| oss was derived from property not owned by the taxpayer.
In addition, said sub-chapter S |osses are not allowable
because the corporation did not file a tax return for 1998.

FACTUAL BACKGROUND

1. Due, proper and sufficient notice was given of this
matter, the hearing hereon, and of the tinme and place of the
heari ng. Al parties were afforded the opportunity to
present evidence, oral and docunentary.

2. This issue was appealed to the DOR and to this
Board for tax years 1997 and 1998. This Board upheld the DOR
determ nation to deny the | osses clainmed by the taxpayer.

3. M. Patten is a shareholder in BMP Corporation. A
Schedule K-1 issued by the corporation indicates that,
during 1998, M. Patten’s sharehol der percentage of stock

owner shi p was ei ghteen percent.



4. BPMis a South Dakota corporation.

5. BPM Corporation is not registered to conduct
business in Mntana and was not when the taxpayer’s return
was fil ed.

6. At the tinme of the hearing before this Board, BPM
had not filed a corporate tax return with the Mntana DOR
for 1998.

7. Copies of records submtted by the DOR and the
t axpayer show that John and Leigh Patten purchased Lots 9
and 10, Block 13, of the Butte Addition, Bozeman, Mbntana,
on COctober 23, 1987. Said property is commonly referred to
as 1120 South WIIson, Bozeman, Montana.

8. A warranty deed, dated January 19, 1990, filed in
Gallatin County, conveyed the interest of John and Leigh
Patten in the 1120 WI Il son property to BPM Cor porati on.

9. A quitclaim deed, dated January 8, 1998, filed in
Gl latin County, relinquished any claim of ownership of the
1120 South WIIlson property from BPM Corporation to Sean
Pat t en.

10. A quitclaim deed, dated July 9, 1998, in Gllatin
County, relinquished any claim of ownership from Sean Patten

in the 1120 South WI Il son property to BPM Cor poration.



11. In a docunent dated January 3, 1993, Sean Patten
and BPM Corporation entered into an agreenent in which the
corporation assigned all income fromthe rental of its South
Wl 1lson property to Sean Patten. In exchange, M. Patten was
to manage the property, as well as supply all material and
| abor necessary to operate and nmaintain the property. M.
Patten testified he had nanaged the rental property.

12. A quitclaim deed was filed in Gallatin County on
May 2, 2003, wherein BPM Corporation quit its claimto the
1120 South WIIson property and conveyed it to Sean Patten.

13. On May 2, 2003, a realty transfer certificate was
filed conveying the property from BPM Corporation to Sean
Patt en. M. Patten indicated that this docunent was filed
to correct previous recording errors and to convey the
ownership intent of BPM Corporation.

14. The taxpayer tinely filed his 1998 Montana
i ndi vidual income tax return. On this return, M. Patten
clained his share of the corporation |osses: $7,639. 20,
resulting from the rental activities of the 1120 South

W11 son property.



15. A special property tax assessnent for fiscal year
1998 lists the owner of record of the 1120 South WIIson
property as BPM Corporation (DOR Exhibit P)

16. A hearing was held on this matter on My 5, 2003
in Helena, Mntana before Patrick MKenna, DOR hearing
exani ner.

17. On July 9, 2003 the hearing exam ner issued his
decision on the matter finding that the DOR properly
di sal l oned the Taxpayer’s clainmed sub-chapter S corporation
| osses on his 1998 tax return.

18. The taxpayer filed a tinely appeal to this Board on
August 12, 2003.

19. The Board has jurisdiction over this mnmatter in
accordance with Section 15-2-302, MCA

TAXPAYER S CONTENTI ONS

M. Patten contends he is entitled to the loss in
guestion because he owned the Bozeman rental property on
South Wlson during the tax year in dispute and that the
sub-chapter S corporation, BPM Corporation, which is a South
Dakot a corporation, was never engaged in business in Mntana
and thus not required to file a Montana tax return for 1998.

In addition, M. Patten objects to the DOR s partial



adjustnment to a tax refund he received for tax year 1998.

M. Patten criticized the DOR s deneanor toward him
during his hearing before the DORs Ofice of Dispute
Resol uti on. These proceedings were intimdating and
expensive to him He clainmed that the DOR brought up the
subject of a mssing Schedule E to inpugn and attack his
character.

M. Patten acknow edged that “they may have made sone
clerical errors” regarding the convoluted transfer ownership
history of the 1120 South WIIlson property. (Taxpayer’s
Exhi bit #4).

M. Patten also argued that BPM Corporation did no
business in Montana during the years at issue and, thus, was
not required to file a Montana tax return.

DOR S CONTENTI ONS

DOR, on the other hand, contends that M. Patten, the
Taxpayer, did not own the Bozeman property during the tax
year in question and that, in fact, the sub-chapter S
corporation, BPM Corporation, owned the property. Furt her,
BPM Corporation was engaged in the rental business in
Montana at this tine and was therefore required to file

appropriate tax returns in Mntana reporting gains or |osses



fromthe rental activity. (Sections 15-31-101 (3) and 15-31-
111(1), MCA

At the time of the hearing before this Board, BPM had
not filed a tax return for 1998. Al of the net |oss was,
instead, reported by Sean Patten on his individual incone
tax return. Having determ ned that BPM Corporation was
engaged in business in Mntana in 1998, and therefore
required to file Montana tax returns, the DOR disallowed the
taxpayer’s share of the sub-chapter S loss clainmed on his
1998 individual inconme tax return. Since BPM has not filed
a Montana return for 1998, no losses from the corporation
can be deducted on the individual inconme tax return as a
pass-through | oss for those years. Corporate inconme or |oss
is passed through to each shareholder according to each
shar ehol der’ s percentage of ownership. That pro rata share
for each shareholder is then reported on the individual’s
return pursuant to Section 15-30-111, MCA However, a |oss
will not be allowed on a Mntana individual inconme tax
return of a partner or shareholder unless .. a Sub “S&
Corporation return is filed (Section 15-30-1101, MCA).

BOARD S DI SCUSSI ON

As stated above, the issue in this matter is whether



the Taxpayer should be allowed to deduct subchapter S
corporation losses resulting from rental activity on his
1998 Montana individual incone tax return. As in the prior
appeal (1T-2000-3), the key to who gets to claimthe rental

activity loss depends on who owned the Bozeman property at
the tinme in question. Following the Septenber 1987
acquisition of the Bozeman property by the Taxpayer’s
parents by warranty deed, a nunber of related party
transfers occurred. On Septenber 14, 1988 the Taxpayer’s
parents transferred the property to him by quitclaim deed

Then, on January 19, 1990 the taxpayer’s parents transferred
the property to BPM Corporation by warranty deed. On
January 8, 1998 BPM Corporation transferred the property to
the taxpayer by quitclaim deed which was signed by the
t axpayer as President of BPM Corporation. On July 9, 1998,
the taxpayer transferred the property back to BPM
Cor poration by quitclaim deed. It was not until 2003 that
actions were taken (the filing of a May 2003 realty transfer

certificate transferring the property from BPM Corporation

to Sean Patten) to “correct previous clerical errors”, in
Sean Patten’s words, regarding the transfer of this
property.



The Board regrets the inmmense anount of tine and effort
M. Patten and famly have had to undertake to denonstrate
the famly's intent regarding ownership of this property.

However, the overwhelm ng evidence again denonstrates
that BPM Corporation owned the property in question during
1998. Since the owner was BPM Corporation, it was properly
considered to be in the rental business in Mntana and
therefore required to file appropriate Mntana tax returns
for the year in question. It did not and, in fact, has
never filed a tax return in Montana. Thus, the sub-chapter
S |l osses were properly disall owed.

CONCLUSI ONS OF LAW

1. Section 15-2-302, MCA Direct appeal from departnent
decision to state tax appeal board - hearing. (2)(a)
Except as provided in subsection (2)(b), the appeal is
made by filing a conplaint with the board within 30
days following receipt of notice of the departnent’s
final deci sion.

2. Income from rent is included in gross incone. 26
U S.C 8§61 (a)(5).

3. A small business corporation engaged in business in

Montana is required to file a corporate Ilicense tax



return. Sections 15-31-111 and 15-30-1101 MCA.

4. A loss is not allowed on a Mntana individual incone
tax return of a small business corporation sharehol der
unl ess the corporation files a corporate tax return as
requi red by Section 15-30-1101, MCA

5. Sean Patten . Departnment of Revenue, | T- 2003- 3,

Montana State Tax Appeal Board decision dated OCctober
29, 2001.

6. The appeal of the taxpayer is hereby denied and the
deci sion of the Departnent of Revenue uphel d.
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ORDER

IT IS THEREFORE ORDERED by the State Tax Appeal Board
of the State of Mntana that the tax, penalty and interest
assessed by the DOR are properly due and owing for tax year
1998.

DATED this 23rd day of April, 2004.
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BY ORDER OF THE
STATE TAX APPEAL BQOARD

( SEAL)

GREGORY A. THORNQUI ST, Chai rman

JEREANN NELSON, Menber

JOE R ROBERTS, Menber

NOTI CE: You are entitled to judicial review of this O der
in accordance wth Section 15-2-303(2), MCA Judi ci al
review nmay be obtained by filing a petition in district
court within 60 days follow ng the service of this Oder.

CERTI FI CATE OF SERVI CE

The undersigned hereby certifies that on this 23rd day
of April, 2004, the foregoing Order of the Board was served
on the parties hereto by depositing a copy thereof in the

US. Mils, postage prepaid, addressed to the parties as
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foll ows:

Sean M Patten
2107 Hi ghl and Court
Bozeman, MI' 59715

Ofice of Legal Affairs
Departnent of Revenue
M tchell Buil ding

Hel ena, MI 59620

Syl vi a Headl ey

Audi t or

Conmpl i ance, Val uation, and Resol ution Process
Mont ana Departnent of Revenue

1610 South 3'% Street West #105

M ssoula, MI 59801

DONNA EUBANK
Par al egal
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